Abstract-This article explores the reasons for legal fragmentation and extraterritoriality in the global regulation of finance. It shows that duplicative and overreaching rules are not necessarily the result of regulatory competition in which egoistic states undercut the rules of others in order to improve their position. An equally pivotal problem that global financial regulation has to cope with is uncertainty. Such uncertainty exists with regard to the right measures for achieving financial stability and with regard to the willingness and ability of other states to adopt them. The article analyses approaches to overcoming legal fragmentation while maintaining global financial stability. It suggests that there is no alternative to a collaborative approach, using intensified regulatory dialogue, a broadening of the information base and deference to other states' rules. In order to improve the current mechanism, it proposes the introduction of multinational panels to assess whether regulatory and supervisory set-ups of two or more states lead to comparable outcomes, in which case they must be recognised as being 'equivalent' or 'substituted compliant'.
Introduction
A lack of sufficient regulation has been blamed for being at the root of the 2008 global financial crisis (financial crisis).
1 Today, it seems that this problem has been overcome, but that another has taken its place: too much regulation. In the regulatory wave of the last years, states have created a plethora of new rules. Often these rules are applied extraterritorially and therefore overlap; this poses a challenge for transnational market actors, who must comply with two or more regimes. The duplicity is worsened where these measures have contradicting content, which makes it impossible for a transnationally active firm to comply with all of them simultaneously. As a result, market access is effectively denied and markets become segregated. Legal fragmentation and extraterritoriality are frequently bemoaned. The Financial Stability Board (FSB), for instance, reports that in three meetings, held in Hong Kong, London and Washington, DC in April 2014, industry representatives complained about national regulators promulgating 'duplicative, inconsistent and conflicting requirements which lead to significant compliance burdens and unnecessary barriers to cross-border trading and investment '. 2 Similarly, the Atlantic Council has issued a strong warning about the 'dangers of divergence', in particular duplicative regulatory requirements for clearing houses and in technical rule making in the derivatives sector.
3 Three Asian regulators criticise in a letter to the US Commodity Futures Trading Commission (CFTC) the 'increasing market fragmentation and, potentially, systemic risk' and the 'compliance burden on industry and regulators' that may result from its planned cross-border application of certain swap rules. 4 The UK Financial Markets Law Committee highlights that divergent national approaches and differences 'present a serious challenge to effective crossborder regulation'. 5 The International Swap and Derivatives Association (ISDA) has loathed the negative impact of conflicting extraterritorial legislation. 6 Even the G20 was forced to acknowledge the problem when the heads of state gathered in Saint Petersburg in 2013 noted the presence of 'conflicts, inconsistencies, gaps and duplicative requirements' in the regulation of derivatives.
Most of these statements concern the derivatives market, where the difficulties are currently most acutely felt because of this market's high level of interconnections. Yet, given the prospects of increasing globalisation in more markets, it may foreshadow things to come in other areas of finance, such as financial technology. Legal fragmentation is a cause for concern. Besides the obvious costs and obstacles for transnational financial firms, it may also endanger general interests. In particular, it may cause a 'renationalisation' of finance, with the result that economies of scale and scope will be lost, market liquidity reduced and the flow of information subdued. This might lead to a situation where the opportunities for a firm to obtain finance will once again depend on its location rather than on the merits of its business model. In short, all the benefits of global financial market integration over the past decades are in danger of being reversed.
This article will analyse the causes of legal fragmentation and suggest some remedies. In section 1, it will make the case for a coherent regulation of financial markets. Section 2 will show that one reason why this goal is particularly difficult to reach is uncertainty. Against this background, section 3 will discuss three proposals made in the literature that may overcome legal fragmentation: adopting 'hard' international rules; introducing more flexibility at the national level; or increasing harmonisation through the extraterritorial application of domestic law. Since all of these proposals have shortcomings, section 4 will make alternative suggestions of how regulators may align their actions in order to reach more harmonious results.
Coherence in Global Financial Regulation

A. The Concept of 'Global' Financial Regulation
When one talks about 'global financial regulation', it is first necessary to clarify what the adjective 'global' means. There is a risk that the term might be confused with 'international', in its literal meaning 'between states'. This would be a misunderstanding. Global regulation is not limited to legal sources of international law, such as treaties or soft law adopted by states or acts and resolutions by international organisations, but can also spring from national law or non-governmental bodies. Nor is it concerned, at least not primarily, with inter-state financial issues, such as balance of payment or foreign debt.
What, then, is 'global' financial regulation? The term 'global' should be reserved for laws that use a specific global approach to tackle a problem that affects all of humankind. In this sense, the peculiarity of global law is that it deals with questions from a worldwide vantage point. In the case of financial regulation, this particular perspective is macroeconomics seen from its most general level. Global financial regulation is not about individual institutions or national markets as such; rather, it deals only with those factors that pertain to the functioning of the global market. More specifically, its aim is to guarantee worldwide financial stability and prevent systemic risk. 8 An early forerunner to global financial regulation is the Basel I regime on capital measurement and capital standards, which was adopted as early as 1988. 9 However, global financial regulation really started off with the financial crisis. 10 Instrumental in its rise were the various G20 summits held as a reaction to the crisis. In 2008, in Washington, DC, the heads of state of the leading industrial nations recognised that while 'Regulation is first and foremost the responsibility of national regulators. . . our financial markets are global in scope'.
11 They set out a specific policy agenda, including issues such as improved disclosure standards for off-balance-sheet vehicles and more stringent regulation of rating agencies.
This was indeed a paradigm shift at the highest level. For the first time, financial markets were not viewed as being primarily national or international, but as a single integrated phenomenon. A macroeconomic perspective encompassing the world economy as a whole was adopted. The change in perspective is comparable to that of the emergence of global environmental law or of the human rights debate.
12 As in these fields, it was realised that there is a global interest which exceeds the interests of each individual state, and that this interest calls for specific rules.
B. The Need for a Systematic Approach to Global Regulation
The concept of global financial regulation as has been set out here implies that this regulation takes a certain form. It does not suffice for each state to adopt rules for safeguarding its own financial stability. Instead, national and international legislators and law enforcers must work hand in hand towards the common goal of achieving global financial stability. They must interact with one another, and their actions must be aligned and correspond to each other, similar to body parts whose movements are controlled and co-ordinated by the mind. This is what some authors mean when they call for 'global governance' of financial systems. 13 One could also say that we need a systematic approach to global financial regulation.
Such a systematic approach corresponds to the object of regulation. In fact, global finance is itself a system. Its various parts are interconnected and interdependent, making them vulnerable to the risk of contagion and common shocks. In its complexity and interconnectedness, the financial system resembles other global networks, such as communication and information systems, the water supply system or the climate.
14 What is common to all of them is that problems in one part have the potential to affect other parts of the world as well, as epitomised by the notion of 'systemic risk'. 15 This particularity calls for a co-ordinated response. Instead of focusing on each of its parts individually, the global system must be comprehended and treated as a whole. The more integrated a global phenomenon is, the greater the need for a systematic regulatory reaction.
States should therefore not tackle the issue of financial regulation in isolation from each other. Instead, a concerted effort is required. Since risk can come from anywhere in the financial system, regulation must cover all of its parts. The G20 heads of state have realised this from early on. In Washington, DC, in 2008, they promised to ensure that 'all financial markets, products and participants are regulated or subject to oversight'. 16 Such comprehensiveness requires quite a high degree of co-ordination.
C. Under-regulation, Over-regulation and Legal Fragmentation
Today's global financial regulation is quite far from the ideal of a systematic approach. Many divergences in national rules exist. They result in underregulation, over-regulation or in legal fragmentation.
Under-regulation occurs where the regulatory network leaves a gap. A case in point is hedge funds, which the G20 leaders have identified as a potential source of systemic risk. 17 Assuming that this assessment is correct, 18 many blank spaces exist in their global regulation. While the United States and the EU provide for some rules, these are limited to managers established and shares distributed on their territory. 19 They may be easily circumvented by a hedge fund taking its seat to another jurisdiction and distributing its shares only in countries with a lower regulatory standard. Such a move may create dangers for the financial stability of all states. The breakdown of a fund could leave counterparties high and dry and therefore cause spillovers into other markets. 20 Given that not all countries have proper hedge fund regulations, the systemic risk is not contained.
The second effect of regulatory divergence is over-regulation, which occurs where two or more nations try to regulate the same market, product or participant. The reporting rules concerning derivatives provide a salient example. The EU and the United States oblige participants in the global derivatives market to report trades to their authorities. 21 Many transactions are therefore subject to double reporting requirements. Because of the differing standards, they cannot be submitted in the same format. 22 The situation is compounded by the fact that other jurisdictions, such as Hong Kong, Singapore, Malaysia and Australia, are developing their own standards. 23 Consequently, firms must build discrete reporting systems, with the ensuing increase in costs. Of even greater concern is the fact that supervisors will not get the full picture because each of them is looking at data submitted in a different format.
Finally, there may be a situation in which double regulation leads to complete market fragmentation. This is the case where the regimes of two or more states impose contradictory rules. Take, for example, the regulation of uncleared swaps. The United States and the EU have for long been battling over the rules for calculating required margins. 24 The question is of particular importance because the scopes of their regimes overlap tremendously. Both, for instance, would apply to swaps between American and European firms. This causes significant legal uncertainty as to which standards need to be obeyed. 
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The practical result of incompatible standards is market segregation: firms that are subject to conflicting standards will avoid being active in two markets. 26 As a result, cross-border activities that are economically beneficial cannot take place and global markets are segregated into national ones.
In sum, under-regulation, over-regulation and legal fragmentation have significant negative effects on global finance. Risk is not eliminated but, on the contrary, exacerbated, supervision is deficient and markets are segregated.
3. Why It Is So Hard to Achieve Coherent Global Financial Regulation
The question at the heart of this contribution is how under-regulation, overregulation and legal fragmentation can be overcome. In particular, it shall be asked why political statements and appeals for more regulatory co-ordination and co-operation, like those frequently issued by the G20 and other global fora, have hitherto been of little or no avail. In order to clearly perceive the reasons for the current disarray, a sober view of the working of global financial regulation is necessary.
A. Two Familiar Tales: The Financial Dilemma and Regulatory Competition
The analysis must start with the observation that global financial regulation, despite its worldwide object, is mostly done at the national level. All the efforts by international fora such as the G20, the Basel Committee on Banking Supervision or the FSB cannot divert from the fact that nation states determine the content of financial regulation. There is thus a disconnect between the regulatory goal-stability of the world's financial system-and the actors that are responsible for it-nation states: while the goal is global in nature and can therefore only be reached by a systematic approach on a worldwide level, the actors are individual states with a narrow vision and limited competence restricted to a certain territory. This mismatch leads to tensions. They have been described by the familiar tale of the 'financial trilemma'. 27 Regulators are presented as being caught between three conflicting policy objectives: maintaining financial stability; fostering cross-border integration; and following national policies. If one considers the first two of these as being global interests, one can say that the options of the regulator boil down to a dilemma: whether it should take 
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Oxford Journal of Legal Studies VOL. 37 measures to enhance global financial stability and foster cross-border financial integration even where this hurts its domestic interests. The latter may be very palpable, such as gaining important tax revenues, getting high-paid jobs for its citizens and maintaining influence over the provision of capital to the economy. This illustrates how hard the choice faced by the regulator is.
28
The financial dilemma is exacerbated by regulatory competition. 29 According to another familiar narrative, states are competing with each other to become attractive financial centres. As it is relatively easy to move financial activities from one state to another, they must fear that a regulatory clampdown may trigger an exodus of firms and transactions from their territory. 30 A state that does not look to preserve and advance the interests of the industry therefore risks an exodus to other states. This gives a very strong incentive to liberalise its regime. A regulator may even feel morally justified in doing so because if it did not adopt laxer standards, then another state would step in and do so. The negative effects of such behaviour mostly concern other states. In economic terms, this means that the adverse consequences of the regulator's behaviour are externalised. 31 If all states adopt this attitude, a 'race to the bottom' will follow.
B. A Neglected Variable: Uncertainty
The stories of the financial dilemma and regulatory competition encapsulate a reality. Yet, like all models, they are simplified. They paint a picture of regulators being driven by the interests of their state and strictly preferring these domestic interests over global ones. The reality, however, is much more complicated. It is possible that a regulator is willing to advance long-term global interests at the cost of short-term domestic benefits, yet will find it hard 28 One could object that the dilemma is largely illusory since global financial stability is also in the long-term domestic interest. However, state politicians and regulators have strong incentives to pursue short-term goals. 
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Legal Fragmentation in Global Financial Regulationto do so because it first needs to answer the crucial question as to what these global interests require. This problem is very complex, and provides an additional reason why legal fragmentation is omnipresent.
For example, as has been noted above, some Western states have endowed themselves with special rules for hedge funds in order to prevent a future systemic crisis, while other states with equally developed financial markets have been less enthusiastic in doing so. 33 One of the latter countries is Japan. It applies the general rules of the Financial Instruments and Exchange Act 34 to hedge funds, but has no dedicated set of rules for them. A representative of the Japanese financial supervisor promised in 2010 that the agency would further improve the regulation, 35 but this has not yet happened. On the contrary, it has even become even easier to set up hedge funds in Japan. 36 There is no indication that this was done in order to attract new hedge funds to the Japanese territory. Rather, it is the result of a conviction that these funds are already sufficiently regulated and do not require any further special rules.
37
This example serves as a healthy reminder that the financial dilemma and regulatory competition are not the only causes of regulatory divergence. A good part of it is not the effect of states' egoistic furtherance of domestic interests, but is due to real divergences in opinion about what is necessary for the maintenance of global stability. The reason for these differences of opinion is uncertainty. Though uncertainty exists in many fields, it is a particularly pervasive feature of financial markets. While in other areas, such as the protection against climate change or the fight against terrorism, it is relatively easy to determine which measures need to be taken, this is not the case for systemic risk in financial markets. This is because markets depend first and foremost on human behaviour, or free will, which may be rational as well as irrational. 38 Although psychology gives us some clues about the direction that this behaviour may take, it is much less predictable than natural events, which 33 See the references in section 2.C above. 34 An English version is available at <www.fsa.go.jp/common/law/fie01.pdf> accessed 13 December 2015. 35 Although he does not mention hedge funds, he effectively conveys the idea that much of the regulation of the last years has been an overreaction from a Japanese point of view. A similar view can be gleaned from K Harada and others, 'Japan's Regulatory Responses to the Global Financial Crisis' (2015) 7 Journal of Financial Economic Policy 51, 61 (stressing that Japan already had a reasonable resolution mechanism banks before the crisis and would therefore not need to overhaul it). Nobuyuki Kinoshita presents the view that 'hedge funds operating in Japan are not necessarily taking excessive risks as to raise systemic concerns at the moment': see Kinoshita (n 35) 6. 38 On the importance of 'animal spirits' for the course of the economy, see JM Keynes, The General Theory of Employment, Interest, and Money (Prometheus Books 1997) 161-2; GA Akerlof and RJ Shiller, Animal Spirits (Princeton UP 2009) 2-5.
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Oxford Journal of Legal Studies VOL. 37 are the subject of other sciences. The uncertainty in finance is of a different quality than the probability of a change in weather or a certain result of a lottery: 'We simply do not know', as Keynes wryly remarked. 39 This insecurity produces genuine disagreement between states about what needs to be done.
In this debate, no state can claim a monopoly on the truth. It is well known that, because of their varied history, customs and cultures, states handle risks very differently. 40 Some may consider another state's regulation as an overreaction based on a particular experience.
41 They may also be under the impression that such regulation is dictated by political expedience rather than by hard facts. Moreover, they may-reasonably-think that most regulation comes in the wake of a crisis and does not prevent future crises. 42 A state may also be guided by the idea that it is better to avoid overly complex regulation because it is in itself a source of systemic risk. 43 Even where there is agreement on the need for a certain type of regulation, there may still be reasonable disagreement as to the precise shape such regulation should take, as is evidenced by the divergences between the United States and the EU concerning derivatives regulation. 44 Whether any of these opinions is wrong or right cannot be proven. One must therefore not necessarily impute to a state whose regulatory policies diverge from those of others that it would put its interests before those of other states. It may simply take a different attitude in the face of uncertainty.
That uncertainty has so far been ignored as a root cause of legal divergence is not surprising. It is in line with its general neglect in economics. Traditional or neoclassical economics is built on the idea that all market participants are rational actors who know the way to achieve their goals perfectly well. Its political counterpart, public choice theory, uses the same assumption. 45 47 This term describes three constraints on rational actions: uncertainty about the consequences that follow from a particular action; incomplete information about the available alternatives; and complexity preventing the computation of all consequences. 48 These constraints also plague regulation. Because regulators need to take decisions on the scarce information that is available to them, they are prone to error. It also follows that they may have different opinions and that these divergences, rather than opposing interests, could be at the root of legal divergence.
The uncertainty paradigm developed here does not deny the existence of the financial dilemma and of regulatory competition, but puts them in a larger context. Both phenomena do indeed exist, yet they make the uncertainty even greater. The insecurity about the most promising route to achieve financial stability is compounded by the insecurity about the true motives of other states that legislate in the financial area. When a country lowers its standards, its motives may be viewed with suspicion by others. They may ask themselves whether the alleviation of a standard is indeed grounded in an honest belief that strict regulation is not necessary or in the egoistic pursuance of a 'beggar thy neighbour' policy at the cost of other countries. As the recipe to attain financial stability is unknown, a country can easily hide self-serving motives behind rational sounding arguments. The resulting ambivalence is intensified by the fact that actions are rarely based on only one reason, but on a bundle of different motives. It is therefore often difficult, if not impossible, for other states to disentangle the true rationale for liberalisation. While doubts may emerge where a measure prima facie benefits the domestic position of one state, the others will find themselves unable to prove that another state is acting purely out of self-interest.
To the two kinds of uncertainty expounded here-uncertainty about the requirements of financial stability and uncertainty about the motives of other states-another kind can be added: uncertainty about the capability of supervisors. Even where it is clear which measures are necessary in the common interest, and even if all states are willing to adopt them, it remains uncertain whether they are able to apply them effectively. Enforcing financial regulation of the complex kind requires expertise, skill and savviness. It would be naive to assume that this know-how exists in all regulatory authorities.
Much more realistic is the assumption that some of them will be incapable of performing the tasks they must fulfil in the global interest. 49 This increases uncertainty even more, as it concerns not only the knowledge and motives of supervisors, but also circumstances that are exogenous and cannot be influenced by them.
C. Uncertainty and the Rise of Soft Law
The uncertainty paradigm has a particular explanatory force. It accounts for a number of characteristic features of the current regulatory system. In particular, it may elucidate the pervasiveness of soft law in global financial law. The many international bodies that are charged with the regulation of cross-border finance, such as the G20, the FSB, the International Organization of Securities Commissions (IOSCO) or the Basel Committee, mostly produce recommendations or non-binding standards. Treaties as classic instruments of diplomacy are practically non-existent.
Several reasons have been given for this. One of them is the story of regulatory competition: states would prefer soft law over binding commitments because they want to maintain their ability to undercut global standards adopted by others in order to increase their attractiveness as financial centres. 50 While this may partly be true, it does not explain why firm commitments have been undertaken by states in other areas, such as anti-dumping, intellectual property law or environmental protection, in which diverging interests exist as well. Another explanation that has been advanced is the fact that financial regulation is mostly done by regulatory authorities, who do not have the power to enter into treaties. 51 However, this contrasts with the finding that the regulation of banking and finance is today considered an issue of highest priority, which is handled more and more by politicians and not by regulators. 52 Taking the involvement of politicians of the highest order into account, one is hard pressed to say why they do not use treaties to make their commitments binding.
A more plausible reason for the pervasiveness of soft law in financial regulation is uncertainty. 53 As the way to attain financial stability is subject to 52 On this point, see Gadinis (n 28). 53 While its ability to cope with uncertainty is a rationale for the adoption of soft law, it is not the only one, see Abbott and Snidal (n 50) 434 et seq (citing lower contracting and sovereignty costs as well as the facilitation of compromise as additional advantages of soft law). This explains why soft law is also on the rise in other areas, such as tax law, labour law and environmental law: see Abbott and Snidal (n 50) 437, 441.
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Legal Fragmentation in Global Financial Regulationdoubt, no state wants to legally commit to a particular method or set of tools. Leaders want to be able to choose the best and most efficient way to overcome a financial crisis and safeguard their national interest. In other words, they want to preserve policy space. 54 They wish to avoid a situation in which they have to decide between serving the interests of their country and violating international law.
Even those states that are most affected by such a crisis (that is, those with developed financial markets) cherish the flexibility that comes with soft law commitments. The informality of soft law allows them to react to new developments and therefore counter uncertainty. This is particularly important in an area that is constantly evolving. 55 Financial markets, with their high level of innovation and volatility, prohibit any solution that is set in stone. They call for a freedom to adapt to changing circumstances which formal treaty obligations would not allow. It is true that soft law commitments are weak, in that it is uncertain whether they will be honoured, yet this uncertainty perfectly matches the uncertainty in finance.
D. How Uncertainty Leads to Extraterritoriality
In the following, it will be shown that uncertainty also accounts for the importance of extraterritoriality in financial legislation and regulation. Many legislative rules purport to govern events that lie outside the territory of the enacting state. It is equally frequent that regulatory authorities apply legislation to facts or actors abroad. The most salient examples can be found in US law. That is true even though the Supreme Court established a 'presumption against extraterritoriality' in its seminal judgment Morrison v National Australia Bank.
56
In the same week in which the judgment was pronounced, Congress reversed it in part through the Dodd-Frank Act, which explicitly empowers the Securities and Exchange Commission to regulate transactions and conduct outside of the United States 57 and provides for certain swap rules to apply extraterritorially. 58 In this way, the Morrison presumption has been largely refuted.
The extraterritorial approach taken by the United States has been frequently criticised for its unilateralism and the frictions it causes with other nations.
59
Yet the United States is no longer alone in applying its laws beyond its territory: the EU also increasingly extends provisions to events that take place 
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Oxford Journal of Legal Studies VOL. 37 outside of the Member States. 60 An example is a provision in the European Market Infrastructure Regulation (EMIR), which extends the scope of the derivatives clearing obligation to contracts between entities established in third states if 'the contract has a direct, substantial and foreseeable effect within the Union or where such an obligation is necessary or appropriate to prevent the evasion' of the Regulation.
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Uncertainty provides an explanation for the fact that extraterritoriality is not dying out, but is rather on the rise. In the global financial system, every state can be affected by events that occur outside of its borders. Because of divergences regarding the proper regulation and because of the unknown motivation and ability of other regulators, no state can be sure that other states are properly fulfilling their part in the control of systemic risk. Given this uncertainty, it must be able to unilaterally adopt measures that are in its opinion indispensable for preserving its financial stability.
Extraterritoriality can therefore be a necessary means for securing global financial stability. In a way, it counterbalances the legitimate difference of opinion caused by uncertainty. Where a state thinks that other states fail to prevent systemic risk, its national regulator must have the ability to jump in and act in their place. It follows that it is not always correct to equate extraterritoriality with legal imperialism. It can also serve as a safeguard against systemic risk under the conditions of uncertainty.
E. Uncertainty and Legal Fragmentation
The uncertainty paradigm also helps in clarifying the root cause of legal fragmentation. At a superficial level, it is quite easy to see that where nations are divided on a particular topic, they will adopt differing rules. But legal fragmentation requires more: it only occurs where the scope of contradictory rules overlaps. Such overlap is not infrequent due to the tendency of states to apply their laws extraterritorially. Because some states are uncertain about global risks and the willingness and ability of other regulators to control them, they are afraid of a regulatory vacuum, or underregulation. For this reason, they also apply their laws to events that take place in the territory of another state but that have an effect on them. This results in duplicative legislation. Where these rules are contradictory, the effect is legal fragmentation. 
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This is illustrated in the following example. In this example, state A has adopted certain rules to counter systemic risk, such as capital requirements. State B follows its own rules on this subject. Imagine now a firm established in state A that wants to make some transactions with firms in state B. If the rules of state A are conducive to financial stability from state B's point of view, it may allow the firm to enter its markets. The result is co-operation (upper left quadrant). However, due to uncertainty, state B fears that state A's regulation and supervision are insufficient. This could result in serious under-regulation from the point of state B (lower left quadrant). To counter this risk, state B may impose its capital requirements and deny market access where the firm fails to comply with all of its domestic rules. B may do so even though the majority of the activity of the firm is in state A and the transactions with firms in state B are of relatively minor significance. In this case, it is commonly said that state B applies its regulation 'extraterritorially'. 62 As a result, the firm is subject to the rules of both state A and state B, and will therefore incur additional compliance costs. This is the case of over-regulation (upper right quadrant). Where it is impossible to comply with the rules of both states because they are contradictory, legal fragmentation occurs (lower right quadrant). The firm can avoid being subject to two sets of contradictory rules only by refraining from even the slightest contact with customers in the other state. It must thus limit its activities to either state A or state B, shunning the other's market completely. The result is perfect market segregation.
It now becomes clear how extraterritorial regulation and legal fragmentation are intertwined. It is equally plain to see how they potentially disrupt 62 This term is not entirely correct since state A is seeking market access in state B and therefore to some extent engages with state B's 'territory'. The ambiguity is due to the fact that notions such as 'territory' and 'extraterritoriality' lose their meaning in highly mobile markets with intangible products that cannot be located geographically. See 64 : neither of them can be sure about the actions of the other, so each will think that it is better off by applying its own rules. From its view, this has the advantage of enabling it to realise its own vision of financial stability, which in its opinion is superior to that of the other state. In addition, the application of a state's own rules also favours its short-term domestic interests: the exporting industry of state A must not adapt to the standards of state B, while the industry of state B must not fear the intrusion by lighter regulated competitors on its markets. This illustrates that financial regulation can also be abused as a tool for protectionism.
Game theory teaches that the prisoner's dilemma can be overcome and cooperation established through frequent repetition of the game. 65 Yet this does not work where the pay-offs are unclear. Given the uncertainty surrounding financial regulation, the costs of deferring to another state's rules are unknown. Hence there is a real danger that the world might get stuck in a situation of legal fragmentation. As a result, actors will refrain from transnational activities and the global market will break up into national ones.
Some Proposals for More Coherence and Why They Do Not Work
A. Introducing More Hard Law
The most immediate remedy against legal fragmentation is harmonisation. A more systematic approach could be achieved through binding rules under public international law. This is what scholars mean when they talk about the need for more 'hard law'. 66 It could take the form of new treaties or a transferral of rule-making power to existing or novel institutions.
Calls for more public international financial law have now been heard for over a decade, 67 yet they have fallen on deaf ears. The practical background is 63 On game theory, see eg R Axelrod, The Evolution of Co-Operation (Penguin 1990). Game theory has been repeatedly used to analyse strategic co-ordination between countries. See DW Drezner, All Politics Is Global: Explaining International Regulatory Regimes (revised edition, Princeton UP 2008) 51-9; Brummer (n 40); Verdier (n 28) 125. The focus of these studies was the alignment of standards. In contrast, here the more frequent question of recognition of the other's standards is analysed. Legal Fragmentation in Global Financial Regulation 421 that states want to preserve policy space to react to unforeseen developments.
68
Yet even if states were willing to curtail this power by a treaty or to transfer it to an international institution, there is a reason why one should not-at least for the time being-wish for a globally uniform financial law or a 'global financial regulator'. That reason (again) is uncertainty. There is as yet no known panacea to financial instability. 69 To counter this uncertainty, it is advisable to let states test different models and use regulatory competition as a discovery process. 70 Through trial and error, one may find out which model works better.
In addition, a uniform approach would not relieve all uncertainty. Uniform texts themselves give rise to different interpretations. This is well known from other contexts, such as the United Nations Convention on Contracts for the International Sale of Goods (CISG). 71 In the absence of an international tribunal or body called to interpret it, a uniform construction seems impossible to achieve.
72 Similar creative interpretations have been noted with regard to the Basel capital requirements. 73 This empirical finding is theoretically supported by the idea of legal theory and philosophical hermeneutics, which account for the possibility of different understandings of one and the same text.
74
Uncertainty does not completely exclude public international law from the realm of financial regulation. It merely posits the conditions under which 'hard law' may be useful. 75 If, in the future, it can be convincingly shown that a certain type of regulation is necessary to uphold financial stability, then there is no reason why these standards should not be laid down in an international agreement. It may also be advisable to have one or more global financial regulators that are called upon to apply these texts in a uniform manner when 
B. A Flexible International Regime
A diametrically opposite concept is to allow discretionary departures by some states from the strictly harmonised rules. Roberta Romano has suggested that the Basel Capital Accords be reformed in this way. 76 She envisions a procedural mechanism under which states could apply for exceptions from the rules of the Basel regime. Such an application would be subject to peer review by a specialised committee, which would analyse its impact on financial stability. 77 The burden of proving that the proposal would have a substantial likelihood of increasing global systemic risk would lie with the review committee.
78 Any rejection of the application for departure would require a reasoned decision in writing. 79 If a nation receives permission to depart from the Basel rules, it would be subject to ongoing oversight and periodic reassessments. 80 If no risk materialises, Romano suggests the country should be permitted to keep the deviating rules. In addition, she recommends combining the deviation mechanism with a sunset review of the Basel rules. 81 Where a deviation has been proven as not harmful to financial stability, the rule deviated from would eventually be abandoned.
The mechanism elaborated by Roberta Romano is designed to introduce experimentalism and flexibility into the Basel regime. It would thus be an ideal tool to counter uncertainty. Yet the biggest obstacle to its implementation is uncertainty itself. The review committee that Romano suggests would have to be nothing less than omniscient. Not only would it have to know the risks for stability emanating from the Basel rules and from the alternative set-up, but it would also need a method to compare those risks with each other. Moreover, the committee would also have to know how both rules interact with one another, in particular how stability will be affected if one country adopts one set of rules while the others stick to the conventional ones. Given that the Basel Committee has been unable even to foresee the risks of its existing rules, it seems unlikely that it could manage this gargantuan task.
76 Romano (n 69). 77 Romano (n 69) 27. 78 Romano (n 69) 34. 79 Romano (n 69) 36. 80 Romano (n 69) 38-9. 81 Romano (n 69) 43-4.
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Another obstacle to the proposal is regulatory competition. It is not unlikely that states might apply for a deviation in order to improve their economic situation. This would necessarily cause envy in those states that have not applied for a deviation. Sooner or later, they too would try the same. Over time, a rat race for deviations could develop. For the review committee, it would be impossible to judge whether such proposals are motivated by egoistic interests or a genuine desire to improve the worldwide regime. Due to the burden of proof that the committee bears under Romano's proposal, it would have to allow those applications in case of doubt. This would erode the global standard from the inside.
Finally, the proposal would also diminish accountability. By rubber-stamping the application of a country for a deviation, the review committee would effectively certify that the new method does not lead to an undue increase in systemic risk. Should the experiment go wrong, it could hardly avoid bearing some responsibility for the failure in the eyes of the public. It is not unlikely that the applying state itself would accuse the review committee of having misjudged the consequences of the deviation, and vice versa. Such 'blame games' are well known in political science. 82 They are particularly widespread in financial regulation due to the uncertainty and complexity of the issues concerned. 83 A deviation mechanism would effectively increase this tendency since such a mechanism does not allow one to neatly separate the spheres of responsibility of national governments and international institutions. Instead, it mixes the two spheres together, with the result that failures cannot be clearly attributed to one or the other.
In sum, the proposal is not convincing. It sacrifices the benefits of international harmonisation on the altar of regulatory competition. In doing so, it leads to unforeseeable risks, a run for deviations and a blame game between national and international regulators.
C. Harmonisation through Power Politics
Another way of achieving more coherent regulation may be by the use of market power. Such an approach has been advocated by John C Coffee, who suggests that the United States and the EU should proactively seek to forge a consensus on common regulatory standards and then compel other nations to adhere to them. 84 As a means of such compulsion, he proposes that the United States and the EU should prohibit their firms from trading derivatives in any jurisdiction that has different rules. 85 This form of extraterritoriality is thought 84 Coffee (n 50) 1267-8. 85 Coffee (n 50) 1300.
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Oxford Journal of Legal Studies VOL. 37 to be the only way of preventing other countries from 'free-riding' on global financial stability by turning themselves into 'financial casinos'.
86
The main counterargument against this suggestion is that no one can claim to know the best rules for obtaining financial stability. It is by no means certain that the United States and the EU are in possession of the correct recipe for achieving financial stability. In fact, the uncertainty paradigm suggests otherwise. The fact that a state has market power and stronger 'incentives' does not mean that its regulatory policies are more correct than those of others. This was strikingly evident during the pre-crisis years, when the United States and the EU tirelessly demanded that other countries deregulate their financial markets. That they have now become the preachers of increased regulation is no small irony. Moreover, the considerable uncertainty that still exists regarding systemic risk is strikingly illustrated by the fact that the United States and the EU themselves were unable to agree on the precise measures to counter it. One can therefore hardly chide other countries for taking a different regulatory perspective.
The suggestion of unilaterally imposing one's regulation also violates the principles of democracy and sovereignty. Consider the hypothetical case wherein the rest of the world agree upon certain rules and then try to force them upon the United States and the EU. How would the latter respond? Conversely, one could imagine a scenario in which stability rules imposed on the world by the Western countries fail and trigger the next crisis. Would the transatlantic governments and regulators want to take responsibility for forcing reforms upon others that could potentially create havoc in these countries' economies?
All of this shows that power is not the right means for overcoming uncertainty. Extraterritorial legislation is not the way to prove that one is right. Resorting to extraterritorial rules can only be justified where it serves to protect a state from spillovers that might possibly affect its markets. This is even a legal requirement. Extraterritorial rules typically require a substantive effect on the territory of the state that adopts them. For instance, the application of the Dodd-Frank Act's provisions on the clearing of swaps is conditioned on the existence of a 'direct and significant connection with activities in, or effect on, the United States'.
87 This is a description of the 'effects doctrine', which sets out a mandatory limit to every state's jurisdiction under public international law. 88 In other words, extraterritoriality is legally conceptualised to be a means of securing oneself against adverse effects, not as a weapon for forcing agreement on other states. 
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A Plea for More Collaboration
The different suggestions on how to reach more coherent global financial regulation leaves one with a certain sense of pessimism. Outright harmonisation, a flexible regime and power politics do no work. This is why another route for a systematic approach to financial regulation is suggested below. It encompasses classic instruments, such as discourse and information sharing. These instruments have long been known, 89 yet in the face of legal fragmentation, they acquire a new and more important role.
A. Discourse
The best way to overcome differences between national regulations is to try to convince other states of the reasonableness of a certain kind of regulation. Such an approach has distinct advantages. First, consensus ensures legitimacy. Rules that have been forced on a state will hardly be seen in conformity with the requirements of democracy. 90 Secondly, the quality of rule making can be improved by healthy debate. The more arguments brought to the table, the better the chances of a more comprehensive regulation. Thirdly, the effectiveness of harmonisation increases where the regulator is convinced of the benefits of a rule and is not extorted to implement it. It will also know much better when and how to apply a certain rule.
There is no better way to overcome uncertainty than by rational debate. The exchange of rationales between regulators is therefore indispensable. They need to shown how, when and why systemic risk could endanger global financial stability. Global fora like the Basel Committee or IOSCO offer the opportunity to discuss the need for legislative reform. 91 They may serve as springboards for an even wider debate.
Any dialogue requires openness to the possibility that the other side might be right and oneself might be wrong. This is a central insight of philosophical hermeneutics. 92 If communication is to make sense, it must not be a one-way street. Each discussant must be ready to learn from the other. This is valid even for Western countries: the fact that they have experienced a financial crisis does not give them a monopoly on truth. Especially when one is facing a different culture, a readiness to accept the other's viewpoint as potentially being correct is indispensable. Those who want to persuade must be open to persuasion themselves. It could be objected that the ultimate aim of discourse is to achieve harmonised regulation, which seems to be precisely the wrong strategy in the face of uncertainty. It would create a type of herding behaviour that would broaden the impact of any regulatory error. Yet uniformity is not necessarily bad. Harmonisation offers distinct advantages. Specifically, it avoids legal fragmentation. When the uniform solution adopted is the right one, it is the optimal solution. It is true that one cannot know whether a solution is right or wrong. However, a reasoned debate guarantees to the utmost extent possible that the harmonised rule is correct. If a common conviction were not enough, then uniform rules could never be adopted.
It is, of course, difficult to reach consensus on a subject as complex and politically fraught as financial regulation, yet one should not assume that states are impervious to argument. The fact that they may have different short-term preferences or interests does not stop them from finding global solutions where a common danger can be convincingly shown, as is evidenced, for instance, by the accords on climate change concluded in 2015 in Paris. In the area of finance, the Basel rules provide a striking example of states voluntarily agreeing on certain standards. There is no reason why similar detailed standards should not be achieved on other issues.
A possible pathway to arrive at harmonised rules is minilateralism.
94
Minilateralism means that some states enter into small, bilateral or regional agreements, which can then form the basis for more general agreements between a large number of or all states. Although this method has proven successful in the past, it has often been criticised for its supposed lack of democratic legitimacy. Critics highlight that many countries will not be able to make their voice heard, but instead must just accept what is agreed upon by others. 95 Yet such concerns cannot truly convince as long as all states have the option to decide on the package submitted by the minilateralist group.
One form of minilateralism is regulatory dialogue. Regulatory dialogue means that regulators meet on a regular basis, inform each other about new developments and explain the reasons behind their standards. Its aims are to improve mutual understanding, exchange information and make sure that both sides are striving for the same basic goals and adopt converging approaches.
96
This is more than a 'talk shop'. It currently provides the most important basis for mutual adjustment of rules. A prominent example is the regulatory dialogue between the United States and the EU. 97 It should be deepened into the 
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Legal Fragmentation in Global Financial Regulationnegotiation of common standards, which could then be suggested to other countries. In addition, similar dialogues should be held with other countries. Their effectiveness depends on the level of expertise and sophistication of both sides. Where the conditions for a fruitful exchange of views are not present, then dialogue could take the form of training and workshops.
B. Information
Rational discourse requires reliable information. It is therefore necessary to improve the empirical basis. The root causes of systemic risk and the emergence of financial crises need to be investigated and better understood. To this end, more studies need to be undertaken. In order to secure the quality and independence of research, analysts need to be chosen and supervised by international bodies such as the FSB or IOSCO. This is preferable to each state conducting its own research for several reasons. First, national studies may be of varying quality and for this reason can lead to diverging results. Secondly, not all states have the means to conduct extensive analyses. Thirdly, information is a non-rivalrous good: its usefulness remains undiminished by sharing with others. The costs of finding the information goes down when it is gathered centrally. The pooling of resources is therefore helpful. The results should be disseminated amongst the public and discussed with representatives of all states.
More information is also needed about the quality of supervision and regulation in different countries. This is necessary to overcome uncertainty about their willingness and ability to prevent financial crises. Again it is helpful to have the official backing of an international body. The Financial Sector Assessment Program reports published by the IMF and the World Bank could provide such a basis. 98 Yet in order to relieve the information deficit, they need to be much more detailed. International organisations so far lack adequate manpower to conduct comprehensive studies. Besides a general lack of staff, another reason is that assessing the quality of supervision and regulation is not their main task. Supervising the supervisors should become a priority for them.
So long as there are no detailed international reports available, a low-cost alternative is for states to engage in supervisory colleges. 99 While the efficacy of such colleges in reaching their goals is questionable, they provide an excellent opportunity for regulators to learn about the particularities of other countries' refuses to do so. The fear of such lack of reciprocity may motivate a regulator to deny recognition in advance, further reinforcing the prisoner's dilemma.
A simple way to overcome these deficiencies would be to install neutral panels to assess the comparability of regulations. These panels could be composed of experts from all over the world. Ideally, they would also comprise representatives from the states whose regimes are to be compared in order to give them a chance to explain the merits of their country's laws to their peers. The task of such panels would be to assess two or more regimes of different states and determine whether they are likely to achieve 'similar goals'. They could be organised under the auspices of an international organisation, such as IOSCO.
110
There are several advantages of such neutral, international recognition panels. First, the effort required to control the quality of foreign supervision and regulation is reduced. For instance, if an international panel, rather than the two national agencies, compares two countries' regimes, the cost is reduced by half. Secondly, the process should ideally be quicker than if it was undertaken by two or more national agencies working in isolation. Thirdly, the procedure is more transparent as the two regimes are now examined by the same panel. Finally, any inequalities are reduced since the decision rendered can only be uniform: if the regime of country A leads to comparable outcomes to that of state B, then both are equivalent or in 'substituted compliance'. If they are not, then neither of the two will be granted recognition.
A possible counter-argument against such panels is uncertainty. Specifically, one could criticise that such a panel would sit as a sort of arbiter about the best type of regulation, while there can be no guarantee that it is capable of surmising all possible consequences and effects. Yet such a critique would miss a crucial element: the panel suggested here would not be called upon to decide about the best way to achieve financial stability. Specifically, its task would not be to devise or assess new ways as to how such stability could be obtained. Instead, its power would be limited to comparing the rules of one regulator with those of another and deciding whether, in light of their common goal, they are likely to achieve similar outcomes. That is a much more restricted and manageable task then finding the most appropriate type of regulation.
One could also object that it would be irreconcilable with national sovereignty to transfer issues of such a far-reaching nature to an international panel. In particular, it could be argued that each state must maintain exclusive power to protect itself against financial risks, and that concerns about open markets and global trade in financial services could not justify the deciding of these issues anywhere else than in the state itself. Yet this argument would be specious. It is not infrequent that international tribunals or panels decide over 110 ISDA (n 6) 8 has suggested that IOSCO should 'provide a forum for discussion of disputes and consider the institution of an arbitration or college type process for resolution of matters of international importance'. This proposal is very much in line with what is suggested here.
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Oxford Journal of Legal Studies VOL. 37 issues that are inherently uncertain and in which states have tremendous interest. The World Trade Organization dispute settlement mechanism provides a salient example. Its panels have rendered decisions on a number of crucial health issues, ranging from the effects of tobacco to those of hormones. 111 It is hard to argue that these decisions were less important to states and their citizens than those on financial issues. There is no apparent reason why international panels can decide about the necessity of health regulations but not about the comparability of financial regulation. Perhaps the day will come when global markets have been hampered so much that states accept panels to decide on this issue as well.
Conclusion
This article has come full circle. It started with the need for a systematic approach to fighting regulatory divergence in all of its three variants: underregulation, over-regulation and legal fragmentation. It then posited that such regulatory divergence is not necessarily due to states following their domestic interests and seeking to undercut each other's standards to improve their position in regulatory competition. Alternatively, it may be caused by uncertainty about how to achieve global financial stability.
A first important finding of this article therefore is what can be called the 'relativity' of regulation: it is the acceptance of the fact that no state holds the golden key to the proper regulation of global markets. There are legitimate divergences of viewpoints about how to obtain more financial stability. For this reason, one should be wary of accusing another state holding a different opinion of wanting to improve its position in regulatory competition. Instead, one must accept that the divergent opinion can be rational.
A second important-and perhaps surprising-finding is that extraterritorial legislation and application of law is not necessarily reprehensible. To the contrary, it has been shown that extraterritoriality may be a proper response to the uncertainty about the right way to achieve financial stability and about the motives and capability of other regulators. Where a regulator is uncertain how other states act and why, it is legitimate for it to protect its own interests and do what is necessary in its view to secure global financial stability. Those states that take the problem of systemic risk seriously will fear the backlash on their own markets and therefore protect their financial system by extraterritorial legislation. This is not legal imperialism, but a necessary response to the interconnectedness of finance and the existence of systemic risk. 
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The third finding is that extraterritoriality comes at a cost. It will often lead to over-regulation and-where the rules are contradictory-to legal fragmentation. Transnationally active firms will therefore be subject to duplicative and sometimes irreconcilable standards that they cannot comply with simultaneously. As a result, global markets will be broken up and renationalised. It was shown that states are bound to end up in a situation of legal fragmentation because they are confined in a version of the prisoner's dilemma. Since they are uncertain about the motives and ability of other regulators, they will tend to turn towards regulation that both secures financial stability and protects their domestic industry from unwelcome competition. In other words, they will adopt a protective and non-co-operative attitude and seal off their markets to foreign firms. From a macroeconomic perspective, the net result for all states combined will be less favourable than a scenario in which states co-operate towards financial stability and open their national markets.
The conclusion to be drawn is that one must not let regulatory divergence get in the way of functioning global markets. Though the regulatory quest for financial stability is important, it can lead to legal fragmentation, the cost of which may well exceed that which would be produced by a country having a slightly insufficient systemic risk regime. Therefore, a trade-off between financial stability and open markets is required. Alignment and co-ordination are necessary as they make the differences between national regulations bearable for transnationally active firms, even if they come at a small cost of financial stability. As has been shown, such alignment and co-ordination cannot be achieved through more 'hard' international law, or by internationally allowed deviations or through power politics. It can only be achieved by informed dialogue.
Realistically, differences between national regimes will remain. Deference is the tool to reduce the externalities resulting from them and to help prevent them from turning into regulatory barriers for global markets. It is suggested that regulators should mutually recognise each other's regimes as long as they achieve similar outcomes, and that minor differences between their rules should not be an obstacle. Regulators should carefully weigh the benefits of enforcing their individual vision of systemic stability against the drawbacks of fragmented markets.
Currently, each state decides unilaterally whether another country's regulation and supervision is 'equivalent' or 'substituted compliant' to its own. This produces additional uncertainty, high costs and an uneven playing field. Moreover, deference may be withheld for protectionist reasons. Therefore, from a macroeconomic viewpoint, it would be better if the comparison of different regimes were put in the hands of a neutral body, for instance a panel of regulators chosen from different countries.
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